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May 29, 1996
Accompanying this letter is an exposure draft, approved by the Auditing Standards Board (ASB),
of a proposed Statement on Auditing Standards (SAS) titled Investments in Debt and Equity
Securities, that would supersede AU section 332, "Long-Term Investments," of SAS No. 1,
Codification of Auditing Standards and Procedures (AICPA, Professional Standards, vol. 1, AU sec.
332). The ASB is revising AU section 332 to make the guidance on auditing investments
consistent with recently issued accounting standards, particularly Financial Accounting Standards
Board Statement of Financial Accounting Standards No. 115, Accounting for Certain Investments
in Debt and Equity Securities. A summary of the significant provisions of this proposed SAS
accompanies this letter.
Comments or suggestions on any aspect of this exposure draft will be appreciated. To facilitate
the ASB's consideration of responses, comments should refer to specific paragraphs and include
supporting reasons for each suggestion or comment.
In developing guidance, the ASB considers the relationship between the cost imposed and the
benefits reasonably expected to be derived from audits. It also considers the differences the
auditor may encounter in the audit of financial statements of small businesses and, when
appropriate, makes special provisions to meet those needs. Thus, the ASB would particularly
appreciate comments on those matters.
Written comments on the exposure draft will become part of the public record of the AICPA Audit
and Attest Standards Division and will be available for public inspection at the offices of the AICPA
after August 29, 1996, for one year. Responses should be sent to Judith M. Sherinsky, Technical
Manager, Audit and Attest Standards, File 2135, AICPA, 1211 Avenue of the Americas, New
York, NY 10036-8775, in time to be received by July 29, 1996. Responses also may be submitted
electronically via the Internet to JSHERINSKY@AICPA.ORG.
Sincerely,

Edmund R. Noonan
Chair
Auditing Standards Board

Dan M. Guy
Vice President
Professional Standards and Services

Tom Ray
Director
Audit and Attest Standards
American Institute of Certified Public Accountants
1211 Avenue of the Americas, New York, NY 10036-8775 (212) 596-6200 • fax (212) 596-6213
The CPA Never Underestimate The Value.SM
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SUMMARY

Why Issued
The Auditing Standards Board is revising the guidance on auditing investments to make that
guidance consistent with recently issued accounting standards, particularly Financial Accounting
Standards Board Statement of Financial Accounting Standards No. 115, Accounting for Certain
Investments in Debt and Equity Securities.
What It Does
This proposed Statement would supersede AU section 332, "Long-Term Investments," of
Statement on Auditing Standards No. 1, Codification of Auditing Standards and Procedures
(AICPA, Professional Standards, vol. 1 , AU sec. 332), and would delete Interpretation No. 1 of
AU section 332, "Evidential Matter for the Carrying Amount of Marketable Securities" (AICPA,
Professional Standards, vol. 1, AU sec. 9332).
How It Affects Existing Standards
This proposed Statement would supersede AU section 332 and would require that the references
to Interpretation No. 1 of AU section 332, "Evidential Matter for the Carrying Amount of
Marketable Securities," be deleted from the AICPA Audit and Accounting Guide Banks and Savings
Institutions.

PROPOSED STATEMENT ON AUDITING STANDARDS
INVESTMENTS IN DEBT AND EQUITY SECURITIES

INTRODUCTION AND APPLICABILITY
1. This Statement provides guidance to auditors in auditing investments in securities1, including
both debt securities and equity securities (hereinafter referred to as "investments"), recognized in
an entity's financial statements.

AUDIT OBJECTIVES AND APPROACH
2. The auditor should ascertain whether investments are accounted for in conformity With
generally accepted accounting principles, 2 including adequate disclosure of material matters.
Statement on Auditing Standards (SAS) No. 47, Audit Risk and Materiality in Conducting an Audit
(AICPA, Professional Standards, vol. 1, AU sec. 312), provides guidance on the auditor's
consideration of audit risk when planning and performing an audit of financial statements. The
auditor considers audit risk in determining the nature, timing, and extent of the audit procedures
to be performed for financial statement assertions about investments.
3. SAS No. 3 1 , Evidential Matter (AICPA, Professional Standards, vol. 1, AU sec. 326), states
that most of the auditor's work in forming an opinion on financial statements consists of obtaining
and evaluating evidential matter related to assertions in the financial statements. This Statement
provides guidance concerning substantive audit procedures to be performed in gathering evidential
matter related to assertions about investments.
Existence, Ownership, and Completeness
4. The procedures the auditor performs to obtain evidence about the existence, ownership, and
completeness of investments will vary depending on the auditor's assessment of audit risk and
should include one or more of the following:
•
•

1

Physical inspection
Confirmation 3 with the issuer

Terms set in boldface the first time they appear are defined in Financial Accounting Standards Board (FASB)
Statement of Financial Accounting Standards No. 115, Accounting for Certain investments in Debt and Equity
Securities. Those definitions are reproduced in the appendix to this Statement.

2

The guidance in this Statement is also applicable to audits of presentations covered by SAS No. 62, Special
Reports (AICPA, Professional Standards, vol. 1, AU sec. 623), that include assertions about investments.

3

SAS No. 67, The Confirmation Process (AICPA, Professional Standards, vol. 1, AU sec. 330), provides guidance
to the auditor concerning the use of confirmations in audits of financial statements.

7

Confirmation with the custodian 4
Confirmation of unsettled transactions with the broker-dealer
Confirmation with the counterparty
Reading executed partnership or similar agreements

•
•
•
•

In certain circumstances, the auditor may also need to consider obtaining a service auditor's report
from a service organization. 5
Appropriateness of Accounting Policy
5. The auditor should ascertain whether the accounting policies adopted by the entity for
investments are in conformity with generally accepted accounting principles. Some entities are
required to follow the guidance in Financial Accounting Standards Board (FASB) Statement of
Financial Accounting Standards No. 115, Accounting for Certain Investments in Debt and Equity
Securities, when accounting for certain investments. Other investments may require the
application of the cost or equity methods of accounting. Some entities may be required to follow
other industry accounting practices, such as those described in paragraph 21 of this Statement.
FASB Statement No. 115
6. For entities required to follow FASB Statement No. 115, the accounting policy for an
investment depends on its classification. Specifically, FASB Statement No. 115 states the
following:
Investments in debt securities shall be classified as held-to-maturity and measured at
amortized cost in the statement of financial position only if the reporting enterprise
has the positive intent and ability to hold those securities to maturity. [paragraph 7]
Securities that are bought and held principally for the purpose of selling them in the
near term (thus held for only a short period of time) shall be classified as trading
securities.6 [paragraph 12a]
Investments not classified as trading securities (nor as held-to-maturity securities)

4

5

The Auditing Standards Board is developing additional guidance concerning the auditor's responsibility for
auditing financial statement assertions about the existence and ownership of investments when a third party,
such as a bank trust department, performs services for an entity, such as maintaining custody of investments.
The auditor should consider the guidance in SAS No. 70. Reports on the Processing of Transactions by Service
Organizations (AICPA, Professional Standards, vol. 1, AU sec. 324), if the entity obtains either or both of the
following services from another organization:
•
•

6

Executing investment transactions and maintaining the related accountability
Recording investment transactions and processing the related data

Paragraph 35 of the FASB Special Report, A Guide to Implementation of Statement 115 on Accounting for
Certain Investments in Debt and Equity Securities, provides that classification of a security as trading is not
precluded simply because the enterprise does not intend to sell it in the near term.

8

shall be classified as available-for-sale securities. [paragraph 12b]
7. The appropriate classification of investments is dependent on management's intent in
purchasing and holding the investment, on the entity's actual investment activities, and, for certain
debt securities, on the entity's ability to hold the investment to maturity. In determining the
nature, timing, and extent of the auditor's substantive procedures, the auditor should obtain an
understanding of the process used by management to classify investments.
8. In evaluating management's intent related to an investment, the auditor gathers evidence that
tends to either corroborate or conflict with such intent. Ordinarily, the auditor should examine
evidence such as written and approved records of investment strategies, instructions to portfolio
managers, and minutes of meetings of the board of directors or the investment committee. The
auditor also should consider the entity's investment activities. For example, sales of investments
classified in the held-to-maturity category, for reasons other than those identified in paragraphs
8 and 11 of FASB Statement No. 115, should cause the auditor to question the appropriateness
of management's classification of other investments classified in that category, as well as future
classifications of investments into that category.
9. In evaluating the entity's ability to hold a debt security to maturity, the auditor gathers evidence
that tends to either corroborate or conflict with such ability. The auditor may consider factors
such as the entity's financial position, known working capital requirements, operating results, debt
agreements, and other relevant contractual obligations. The auditor also may consider whether
relevant operating and cash flow projections or forecasts or laws and regulations provide
indications of an entity's inability to hold an investment to maturity.
10. In addition to performing other auditing procedures, the auditor ordinarily should obtain written
representations from management confirming its intent and, with respect to held-to-maturity
securities, the entity's ability to hold such investments to maturity. 7
Investments Accounted

for Using the Equity

Method

1 1 . Paragraph 17 of Accounting Principles Board (APB) Opinion No, 18, The Equity Method of
Accounting for Investments in Common Stock, states that the equity method of accounting for an
investment in common stock should be used by an investor whose investment in voting stock
gives it the ability to exercise significant influence, but not control, over an investee. That
paragraph also provides criteria to be considered in determining whether an investor has the ability
to exercise significant influence.
12.

7

The auditor should obtain evidence about the appropriateness of the accounting method

SAS No. 19, Client Representations (AICPA, Professional Standards, vol. 1, AU sec. 333), provides guidance
to the auditor concerning written representations from management in an audit of an entity's financial
statements.

9

adopted for investments in common stock of an investee. 8 Inquiry should be made of the
investor's management as to (a) whether the investor has the ability to exercise significant
influence over the operating and financial policies of the investee under the criteria set forth in
paragraph 17 of Opinion 18 9 and (b) the attendant circumstances that serve as a basis for
management's conclusion. The auditor should evaluate the information received on the basis of
facts otherwise obtained by him or her in the course of the audit.
13. If an investor accounts for an investment in an investee contrary to the applicable
presumption contained in paragraph 17 of Opinion 18, the auditor should obtain sufficient
competent evidential matter about whether that presumption has been overcome and whether
appropriate disclosure is made regarding the reasons for not accounting for the investment in
keeping with the presumption. 10
14. The refusal of an investee to furnish necessary financial data to the investor is evidence (but
not necessarily conclusive evidence) that the investor does not have the ability to exercise
significant influence over the investee to justify the application of the equity method of accounting.
15. Financial statements of the investee generally constitute sufficient evidential matter as to the
equity in the underlying net assets and the results of operations of the investee if such statements
have been audited by an auditor whose report is satisfactory, for this purpose, to the investor's
auditor. Paragraph 14 of AU section 543, "Part of Audit Performed by Other Independent
Auditors," of SAS No. 1, Codification of Auditing Standards and Procedures (AICPA, Professional
Standards, vol 1, AU sec. 543), provides guidance to the investor's auditor in determining (a)
whether to make reference to the report of the other auditor and (b) what additional procedures
may be necessary.
16. Unaudited financial statements, reports issued on examination by regulatory bodies and taxing
authorities, and similar data provide evidence but are not by themselves sufficient as evidential
matter. An investor may include its proportionate share of the results of operations of an investee
based on the investee's unaudited interim financial statements. An example of this would be a
situation in which an investor whose year ends on June 30 includes its equity in earnings of an
investee based on the investee's financial statements for the six-month period ended December
31 and the six-month period ended June 30. In such situations, the auditor for the investor should
recognize that although the investee's financial statements for the year ended December 31 may
have been audited, the financial statements as of June 30 and for the year then ended represent
unaudited data because neither six-month period is covered by an auditor's report. If the financial

8

Although APB Opinion 18 applies to investments in common stock, Interpretation No. 2, "Investments in
Partnerships and Ventures," of Opinion 18 indicates that many of the provisions of Opinion 18 are appropriate
in accounting for investments in partnerships and unincorporated joint ventures.

9

Paragraph 17 of APB Opinion 18 states that "an investment (direct or indirect) of 20% or more of the voting
stock of an investee should lead to a presumption that in the absence of evidence to the contrary an investor
has the ability to exercise significant influence over an investee. Conversely, an investment of less than 20%
of the voting stock of an investee should lead to a presumption that an investor does not have the ability to
exercise significant influence unless such ability can be demonstrated."

10

See footnotes 13 and 14 of paragraph 20 in APB Opinion 18.
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statements of the investee are not audited, the auditor should apply, or should request that the
investor arrange with the investee to have the investee's auditor apply, appropriate auditing
procedures to such financial statements, giving consideration to the materiality of the investment
in relation to the financial statements of the investor.
17. If the carrying amount of an investment reflects (a) factors (such as goodwill or other
intangibles) that are not recognized in the financial statements of the investee or (b) fair values of
assets that are materially different from the investee's carrying amounts, evidential matter may
be available in the form of current evaluations of these amounts. Although evaluations made by
persons within the investor or within the investee may be acceptable, evaluations made by persons
independent of these companies usually provides greater assurance of reliability. If such
evaluations are made by third parties, the auditor should consider the applicability of SAS No. 73,
Using the Work of a Specialist (AICPA, Professional Standards, vol. 1, AU sec. 336).
18. There may be a time lag in reporting between the date of the financial statements of the
investor and that of the investee. A time lag in reporting should be consistent from period to
period. If a change in time lag occurs that has a material effect on the investor's financial
statements, an explanatory paragraph should be added to the auditor's report because of the
change in reporting period. 11
19. With respect to subsequent events and transactions of the investee occurring after the date
of the investee's financial statements but before the date of the report of the auditor of the
investor, the auditor should read available interim financial statements of the investee and make
appropriate inquiries of the investor to identify subsequent events and transactions that are
material to the financial statements of the investor. Such events or transactions of the type
contemplated in paragraphs 5 and 6 of AU section 560, "Subsequent Events," of SAS No. 1
(AICPA, Professional Standards, vol. 1, AU sec. 560) should be disclosed in the notes to the
investor's financial statements and (where applicable) labeled as unaudited information. For the
purpose of recording the investor's share of the results of operations of the investee, recognition
should be given to events or transactions of the type contemplated in paragraph 3 of AU section
560.
20. Evidence relating to material transactions between the investor and investee should be
obtained to evaluate the propriety of the elimination of unrealized intercompany profits and losses.
Normally, such data are not shown separately in the investee's financial statements and, therefore,
may have to be obtained from the investee. If the amounts of unrealized intercompany profits or
losses are or could reasonably be expected to be material in relation to the investor's financial
position or results of operations, unaudited data obtained from the investee ordinarily should be
subjected to auditing procedures.

11

See SAS No. 58, Reports on Audited Financial Statements (AICPA, Professional Standards, vol. 1, AU sec.
508.16-18), as amended by SAS No. 79, Amendment to Statement on Auditing Standards No. 58, Reports
on Audited Financial Statements (AICPA, Professional Standards, vol. 1, AU sec. 508).
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Other Accounting

Practices

2 1 . Certain entities, such as state and local governmental entities, follow accounting standards
issued by the Governmental Accounting Standards Board and certain other pronouncements issued
by the American Institute of Certified Public Accountants. Also, certain entities, such as brokerdealers, not-for-profit entities, employee benefit plans, and investment companies, follow
specialized industry accounting practices. The auditor should ascertain whether the accounting
policies followed by such entities conform to the appropriate guidance.
Valuation and Presentation
Cost
22. The auditor should obtain evidence about the cost of investments if the entity carries its
investments at cost or amortized cost or is required to make certain disclosures about the cost
basis of investments carried at fair value and realized and unrealized gains and losses. The
procedures performed to obtain evidence about cost may include inspection of documentation
indicating the purchase price of the security, confirmation with the issuer or custodian, and
recomputation of discount accretion or premium amortization.
Fair Value
23. If investments are carried at fair value or if fair value is disclosed for investments carried at
cost, the auditor should obtain evidence corroborating the fair value. Market quotations for
investments listed on national exchanges or over-the-counter markets are available from sources
such as financial publications, the exchanges, or NASDAQ. For certain other investments, market
quotations may be obtained from broker-dealers who are market makers in those investments. If
market quotations are not available, estimates of fair value frequently can be obtained from thirdparty sources based on proprietary models or from the entity based on internally developed or
acquired models.
24. Market value quotations obtained from reliable financial publications or from national
exchanges and NASDAQ are generally considered to provide sufficient evidence of the fair value
of investments. However, for certain investments, such as securities that do not trade regularly,
the auditor should consider obtaining estimates of fair value from broker-dealers or other third-party
sources. In some situations, the auditor may determine that it is necessary to obtain fair value
estimates from more than one pricing source. For example, this may be appropriate if a pricing
source has a relationship with an entity that might impair its objectivity.
25. For fair value estimates obtained from broker-dealers and other third-party sources, the auditor
should consider the applicability of the guidance in SAS No. 73 or SAS No. 70. The auditor's
decision as to whether such guidance is applicable and which guidance is applicable will depend
on the circumstances. The guidance in SAS No. 73 usually is applicable if the third-party source
derives the fair value of a security by using modeling or similar techniques. However, if the entity
uses the pricing source to obtain prices of listed securities in the entity's portfolio (the pricing
service extracts market quotes from other sources and prices the portfolio based on that
information), the guidance in SAS No. 70 may be appropriate.
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26. In the case of investments valued by the entity using a valuation model, the auditor does not
function as an appraiser and is not expected to substitute his or her judgment for that of the
entity's management. Rather, the auditor generally should assess the reasonableness and
appropriateness of the model. The auditor also should determine that the market variables and
assumptions used are reasonable and appropriately supported. Estimates of expected future cash
flows should be based on reasonable and supportable assumptions. Further, the auditor should
determine that the entity has made appropriate disclosures about the method(s) and significant
assumptions used to estimate the fair values of such investments.
27. The evaluation of the appropriateness of valuation models and each of the variables and
assumptions used in the models may require considerable judgment and knowledge of valuation
techniques, market factors that affect value, and market conditions, particularly in relation to
similar investments that are traded. Accordingly, in some circumstances, the auditor may consider
it necessary to involve a specialist in assessing the entity's fair value estimates or related models.
28. Negotiable securities, real estate, chattels, or other property are often assigned as collateral
for investments in debt securities. If the collateral is an important factor in evaluating fair value
and collectibility of the investment, the auditor should obtain evidence regarding the existence and
transferability of such collateral, as well as its fair value.
Impairment
29. Generally accepted accounting principles require management to determine whether a decline
in fair value below the amortized cost basis of certain investments is other than temporary. Such
determinations often involve estimation of the outcome of future events. Accordingly, judgment
is required in determining whether an other-than-temporary impairment condition exists at the date
of the financial statements. These judgments are based on subjective as well as objective factors,
including knowledge and experience about past and current events and assumptions about future
events.
30. The auditor should evaluate whether management has considered relevant information in
determining whether an other-than-temporary impairment condition exists. Examples of factors
that may indicate an other-than-temporary impairment condition include the following:
•
•
•
•
•
•
•

The decline in fair value is attributable to specific adverse conditions affecting a particular
investment.
The decline in fair value is attributable to specific conditions, such as conditions in an
industry or in a geographic area, rather than to general market conditions.
Management does not possess both the intent and the ability to hold the investment for
a period of time sufficient to allow for any anticipated recovery in fair value.
The decline in fair value has existed for an extended period of time.
A debt security has been downgraded by a rating agency.
Dividends have been reduced or eliminated, or scheduled interest payments on debt
securities have not been made.
The financial condition of the issuer has deteriorated.

3 1 . The auditor should evaluate management's conclusions about the existence of an other-than-

13

temporary impairment condition. In evaluating management's conclusions, the auditor should
obtain evidence about conditions, such as those listed in paragraph 30, that tend to corroborate
or conflict with such conclusions.

EFFECTIVE DATE
32. This Statement is effective for audits of financial statements for periods beginning on or after
January 1, 1997. Early application of the provisions of this Statement is permissible.

14

APPENDIX

DEFINITIONS EXCERPTED FROM FASB STATEMENT NO. 115
The following definitions are excerpted from appendix C of FASB Statement No. 115.
Debt security. Any security representing a creditor relationship with an enterprise. It also includes
(a) preferred stock that by its terms either must be redeemed by the issuing enterprise or is
redeemable at the option of the investor and (b) a collateralized mortgage obligation (CMO) (or
other instrument) that is issued in equity form but is required to be accounted for as a nonequity
instrument regardless of how that instrument is classified (that is, whether equity or debt) in the
issuer's statement of financial position. However, it excludes option contracts, financial futures
contracts, forward contracts, and lease contracts.
•

•

Thus, the term debt security includes, among other items, U.S. Treasury securities, U.S.
government agency securities, municipal securities, corporate bonds, convertible debt,
commercial paper, all securitized debt instruments, such as CMOS and real estate
mortgage investment conduits (REMICs) and interest-only and principal-only strips.
Trade accounts receivable arising from sales on credit by industrial or commercial
enterprises and loans receivable arising from consumer, commercial and real estate lending
activities of financial institutions are examples of receivables that do not meet the
definition of security; thus, those receivables are not debt securities (unless they have
been securitized, in which case they would meet the definition).

Equity security. Any security representing an ownership interest in an enterprise (for example,
common, preferred, or other capital stock) or the right to acquire (for example, warrants, rights,
and call options) or dispose of (for example, put options) an ownership interest in an enterprise at
fixed or determinable prices. However, the term does not include convertible debt or preferred
stock that by its terms either must be redeemed by the issuing enterprise or is redeemable at the
option of the investor.
Security. A share, participation, or other interest in property or in an enterprise of the issuer or an
obligation of the issuer that (a) either is represented by an instrument issued in bearer or registered
form or, if not represented by an instrument, is registered in books maintained to record transfers
by or on behalf of the issuer, (b) is of a type commonly dealt in on securities exchanges or markets
or, when represented by an instrument, is commonly recognized in any area in which it is issued
or dealt in as a medium for investment, and (c) either is one of a class or series or by its terms is
divisible into a class or series of shares, participations, interests, or obligations.

FASB Statement No. 115, Accounting for Certain Investments in Debt and Equity Securities, is copyrighted by
the Financial Accounting Standards Board, 401 Merritt 7, P.O. Box 5116, Norwalk, Connecticut 06856-5116,
U.S.A. Portions are reprinted with permssion. Copies of the complete document are available from the FASB.
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